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INTRODUCTION

Floor plan lending is aform of inventory financ-
ing for sellers of retail goods in which each [oan
advance is made against a specific piece of collat-
eral. Items subject to floor plansinclude
automobiles, manufactured homes, large home
appliances, furniture, equipment, boats, and other
types of merchandise sold under a sales finance
contract. The goods are then sold for cash or un-
der afinance contract, with the sale of inventory
the normal repayment source. When inventory is
not sold as expected, however, the dealer may be
required by the loan agreement to repay the debt
with other cash sources.

Floor plan lending involves a high level of risk
requiring expertise, experience, and extensive
controls. But certain benefits are provided, includ-
ing: the loans are interest-rate sensitive and could,
therefore, complement afixed-rate, long-term
loan portfolio; the institution can cross-sell ser-
vices by providing financing to the purchasers of
the inventory; and the institution's asset base can
be diversified. Floor plan borrowers are often pri-
mary sources of indirect dealer lending through
thrift purchases of retail loans made by dealers.

Floor Plan Lending

Floor plan loans involve three parties: the supplier
of goods, the dealer, and the financial institution.
Thisresultsin acomplex set of legal documents
that govern the structure of the arrangement that
facilitates inventory purchases by a dealer by
guaranteeing payment to the supplier. For this
reason, suppliers often provide buy-back agree-
ments to repurchase slow inventory within
specified time limits. To secure payment for the
amounts advanced, the financia institution must
perfect its security interest. Generally, Article 9 of
the Uniform Commercial Code (UCC) requires
entering into a security agreement with the dealer
and providing public notice of this security inter-
est. However, the method of perfecting a security
interest varies from state to state, and there are
numerous divergences from the UCC.

When a dedler first entersinto the financing ar-
rangement with an institution, a master loan
agreement is executed. The master loan agree-
ment establishes the basic conditions of the
relationship between the dealer and the financial
ingtitution. It normally grants the lender a
continuing security interest in the dealer's
inventory, receipts, and accounts receivable and
should also contain provisions for insurance,
deder reserves, and curtailments.

In most institutions, the evidence of debt isthe
trust receipt. There are generally two methods by
which trust receipts are created. An institution
may enter a drafting agreement, similar to aletter
of credit, with a manufacturer. In this situation the
institution agrees to pay documentary sight drafts
covering shipments of merchandise to the dedler.
The sight drafts often require sight of evidence of
the dealer's receipt of merchandise and the manu-
facturer's statement of origin (M SO). The drafts
are payable when the inventory isreceived or, if
the manufacturer permits, after a grace period that
allows the dealer to prepare the inventory for sale.
The drafting agreement usually limits the number
of units, the per unit cost, and the aggregate cost
that can be shipped at one time, and includes the
buy-back agreement.

The merchandise remains with the dealer until
sold and is evidenced by trust receipts. Title
documents, such as MSOs, should be held by the
institution. All the documents should be inspected
physically, as should the merchandise, during the
floor plan inspection to prevent dual financing.

Trust receipts are a so created when merchandise
is shipped under an invoice system. The dealer
receives the merchandise, accompanied by in-
voices and titles (or M SOs) where appropriate.
The dealer presents the documents to the institu-
tion, which then paysthe invoice, attaching
duplicatesto the trust receipt, which is signed by
the borrower. Depending on the type of inventory
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and dedler, the title may remain with the institu-
tion or be released.

Used car inventories are financed with titles or
under trust receipts, with alist of the units and
their loan values attached to the receipts. The
regulator should determine that the security inter-
est has been properly perfected, or that titles are
held by the thrift. (The thrift should follow advice
of legal counsel on this matter.)

There are two basic forms of repayment for floor
plan loans. The lender may receive either cash or
indirect loans produced from the sale of inven-
tory. Floor plan lending isideally structured so
that the debt isrepaid from the sale of the collat-
eral before the collateral depreciatesto a
liquidation value that is below the loan amount. If
the inventory is sold, the institution will either re-
quire cash from the dealer or will provide the
purchaser with aloan and will retire the flooring
debt.

As mentioned, the loan isideally repaid asthein-
ventory is sold. However, a curtailment provision,
that requires periodic principal reductionsif in-
ventory does not sell within a specified period of
time, is also required of the dealer. Curtail ments
are usually set forth in the loan agreement and es-
tablish the required timing and percentage
reduction in principal for each loan. Curtailment
requirements are structured so that reductions are
made in the debt to exceed the market deprecia-
tion of the collateral. Thisis necessary, because
stale inventory may depreciate precipitously.
Regulators must determine that the structure of
the curtailment arrangement is adequate to protect
against loss on the loan.

Flooring is a complex and time-intensive process.
As aresult, operating costs can be high and inter-
est margins should also be very high. Profitability
is often marginal due to the credit risk involved
combined with inadequate interest margins. To
supplement income from this source, the lender
often relies on the additional income generated
from quality indirect loans granted to purchasers
of the dealer's inventory. If the institution does
not receive an adequate portion of loans generated
by the dedler, or if the loans are of inferior qual-
ity, the relationship may be of questionable value
to the institution.

Loan Underwriting Considerations

Floor plan lending exhibits a high degree of risk.
In addition to the risks associated with inventory
financing, the institution is unable to exercise full
control over the floored items. Dealer debt ratios
are often high, the collateral marginislow, and
the collateral depreciates steadily. The inability of
the lender to exercise control over the inventory
means that the dealer can possibly sell out of
trust.

A dealer sells out of trust when the inventory is
sold but the funds are not immediately remitted to
the lender to retire the corresponding debt. This
situation usually occurs when the dealer is experi-
encing cash flow shortages or critical financial
problems. The lender's recourse to prevent thisin-
cludes: regularly monitoring financial
performance of the dealer; regularly inspecting
and verifying the inventory; controlling title
documents; and, if necessary, placing physical
controls over the inventory. Bonded warehouses
are often used to control inventory.

An ingtitution must take certain actions to mini-
mizerisk. It must first establish prudent policies
for floor plan lending. These policies include lim-
its on the size of the floor plan lending portfolio.
In addition, it must define qualified borrowers
based on their ability to pay, credit histories, and
reputations. Lending limits should be established
for each dealer and for each type of product being
floor planned.

Floor plan checks must be done at least monthly,
but more frequently depending on the reputation
and financial condition of the dealer. The inspec-
tors should be rotated regularly as an additional
quality control measure. Inventory audit servicers
may be used to assist inspections, but should not
be relied upon without oversight. The checksin-
clude: inspection of the inventory to determine its
existence and condition, afollow-up to determine
the existence of items that were missing at the last
inspection, inspection of identifying documents
and comparison with the inventory (verification
of serial numbers), and mileage checks on vehi-
clesto determine that depreciation is not
occurring at arate faster than expected.
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Animportant facet of an institution's relationship
with adealer isthe dealer reserve and operating
deposit accounts, which represent both a compen-
sating balance and atool by which the loan
officer can monitor customer activity. A review of
the flow of fundsinto and out of the account may
reveal that inventory has been sold without debt
reduction, that the dealer isincurring abnormal
expenses, or that unreported financial activity has
occurred that might warrant a reconsideration of
the credit arrangement.

Institutions must establish and maintain adequate
dealer reserve accounts by "holding back" a per-
cent of salesin excess of debt service
requirements. The dealer reserve accounts must
be replenished when losses occur. Finally, if
problems begin to develop, the institution must
take immediate action to prevent losses.

Because dedlerstypically have low capital levels,
aclose and frequent review of the dealer's finan-
cial condition is necessary. When analyzing
financial data, institutions should review the num-
ber of units sold and the profitability of these
sales. They should compare the number of units
sold with the number financed to ensure that in-
ventory levels are not excessive. Institutions
should monitor the value of the collateral when
placing the loan and by continuously inspecting it
to determine its condition. Institutions should im-
pose curtailments to keep collateral valuesin line
with the principal and interest balances. The book
value of inventory should be compared with the
book value of debt used to finance inventory.

Other procedures include: establishing lending
authorization limits, lines of authority, and dual
authorization requirements for loan approvals;
perfecting security interests; and conducting in-
ternal loan reviews.

Regulatory Considerations

Federal thrifts are authorized to make floor plan
loans-pursuant to 12 USC 1464(c)(2)(D) of the
HOLA and 12 CFR 8§ 545.50(c) of the regula
tions- up to 30% of assets. Section 563.170(c)(2)
of the regulations establishes minimum documen-
tation requirements. Perfection of security
interests on floor plan loans is governed by Sec-

tion 9 of the UCC but may also vary with state
law.

Indirect Dealer Lending

Indirect loans are retail loans that are purchased
from a seller of retail goods (dealer). The loans
are originally granted to consumers by the dealer
to finance the purchase of retail products. These
loans are often called "dealer paper,” "indirect
paper,” or "loan paper.” In many cases the institu-
tion may have also provided the dealer with floor
plan financing to purchase the inventory being
sold.

There are two basic arrangements for the pur-
chase of retail loans and sale contracts from
dedlers: recourse and nonrecourse.

With nonrecourse purchases, the institution as-
sumes full responsibility for underwriting the
retail loan. Although the dealer writes the loan,
the thrift carries all of therisk. Therefore, the con-
tracts should fully conform to the institution's
underwriting requirements. Also, controls must be
implemented to ensure that the dealer is comply-
ing with consumer regulations.

Institutions should segregate accounting and re-
porting for indirect loan accounts by dealer to
determine the reliability of the dealer from the
quality of loan paper the institution receives and
to determine the profitability of the dealer indirect
account. Otherwise, indirect loans should be
treated like other consumer loans for underwrit-
ing, monitoring, collection, and control and
ensuring that consumer regulations are followed
by the dedler. (Refer to Thrift Activities Regula
tory Handbook Section 217, Consumer Lending.)

With recourse agreements, the institution pur-
chases the contract from the dealer but can also
exercise recourse by requiring the dealer to repur-
chase the contract or pay any deficienciesin the
event of nonperformance by the borrower. The ar-
rangement with the dealer will vary depending on
the loan agreement terms. Typically, at some
point in the delinquency, the institution must no-
tify the dealer and charge back the contract. If this
is not handled as stipulated in the recourse agree-
ment, the institution may forfeit its option to
require repurchase by the dealer. All past-due
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|oans with recourse must be considered direct
debt of the dealer if the dedler isliable for the
debt under the recourse agreement.

Although recourse agreements provide additional
protection for the thrift buying dealer paper, re-
course is no substitute for prudent retail loan
underwriting. Unless underwriting is performed in
the same manner as with nonrecourse loans, the
institution must consider recourse |oans both as
|loans to the dealer and to the borrower. Therefore,
amaster loan agreement with the dealer is needed,
with a thorough underwriting and monitoring of
performance. If too many of the dealer's indirect
loans go bad, the dealer will also go into default.
Primarily, recourse agreements can be considered
arepossession and sale service for the indirect
lender, providing little credit protection.

Aninstitution usually requires a dealer reserve
account. Thisis adeposit account used to charge
back nonperforming loans to the deadler. The ac-
count is controlled by the lender. The account is
credited with discounts earned by the dealer on
the sale of notesto the institution. Dealer reserves
must berigidly controlled for contract compli-
ance, and generally should not be used to bring
past-due accounts current but should be used to
pay off past-due accountsin full.

One common practice that can cause earnings
problems for institutionsis for the dealer to re-
ceive afee or discount without a dealer reserve.
Institutions have miscal culated the resulting lower
yield on the dealer paper.

Dealer lending relationships require analysis simi-
lar to that for commercial loans. The legal
agreements and controls required for indirect
lending are complex. The regulator assigned to
Thrift Activities Regulatory Handbook Section
210, Lending Risk Assessment, should be notified
of indirect lending activity to determine the de-
gree of review required. With recourse, dealer
paper is provided exceptional treatment under 12
CFR 32.6(h) for |loans-to-one-borrower limits.

Manufactured-Home Financing
Manufactured-home financing can involve both

dealer floor plan lending and indirect retail lend-
ing. 12 USC 1464(c)(1)(J) and § 545.45 of the

regulations contain the manufactured-home-
lending authority for federal thrifts. This section
applies to "HUD-code mobile homes' and not to
prefab, modular, or panelized housing compo-
nents. This discussion sets forth guidelines that,
under 8 545.45 (c) and (d) are sound practices for
mobile-home-loan investments and should be
carefully considered in athrift's operation and in
the examination of a manufactured-home loan fi-
nancing program.

The successful operation of a manufactured-home
lending program depends largely on an institu-
tion's knowledge of and relationship with
manufactured- home dealersin itslending area.
There will be instances when the purchaser will
seek direct financing, but dealers will usually
constitute the major source of purchase loans. A
dealer's sales are normally closed and financed on
the dealer'slot. In most instances, theloan is
"made" by adealer and "sold" to a permanent
lender. Thrifts are authorized certain practices
that are intended to foster agood businessrela-
tionship with dealers. The most important of these
is the authority to make wholesale or floor plan
loans on the dealer's inventory. However, due to
the high risk of lossin this market, certain precau-
tions should be observed.

Dealer Approval

Thrifts should do business with dealers only after
formal approval by their board of directors.
Dealer approval should be based on careful analy-
sis of the dealership and should include review of
at least the following documents:

Dealer Loan Application: The application should
show the locations of al of the sales and storage
lots operated by the dealer as well as the dealer's
primary business address. It should name all
manufacturers supplying the dealer and include a
general description of the type and price ranges of
unitsthe dealer sells. Advertising literatureis
helpful. The application should state that each
mobile-home manufacturer subscribes to the
Truth in Invoicing Practices Statement adopted by
the Manufactured Housing Institute. This state-
ment requires disclosure of all discounts and
updates applicable to individual units, but not
volume discounts or rebates. The applications
should also state whether the dealer iswilling to
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sign recourse or repurchase agreements in favor
of the institution. Terms of a manufacturer or sup-
plier's buy-back or repurchase agreement should
be provided. The application should name all
persons having a proprietary interest in the
dealership and state the amount of that interest in
terms of percentage of the whole.

Balance Sheet: A current balance sheet of the
dealership, certified to be true and accurate, and
signed by the dealer should be reviewed. A state-
ment dated not earlier than the last business day
of the preceding month is considered current. Fi-
nancial statements of any guarantors should be
reviewed.

Profit and Loss Statement: A profit and loss
statement for the last fiscal year, supplemented by
asimilar statement for the months since the close
of that year should be reviewed. To ensure that a
dealer maintains high financial standards, current
balance sheets and profit and loss statements
should be obtained at |east every month. These
monthly statements should be reviewed by senior
officers.

Credit Report: Written credit reports on the deal er
and principals from arecognized credit reporting
agency should be reviewed.

On-Ste Review of Dealer Operations. An officer
should prepare a written report of findings from
an on-site visit to the dealer's place of business,
indicating areview of sales and inventory areas
and the accounting system.

The purpose of the board's reviewing the above
itemsisto ensure that thrifts limit their relation-
ships to dealers who show sufficient financial
strength to maintain aviable dealer operation, as
well as sound business ethics, integrity, and
common sense. Thiswill be reflected in the qual-
ity of the assets originated through individual
dedlers.

Dealer Supervision

After adealer has been approved by the directors,
an institution may operate through that dealer to
the extent permitted by regulation. The following
should be considered when doing business with
any deder:

Inventory Financing: 8§ 545.45 of the regulations
authorizes federal thrifts to make loans to finance
both wholesale and retail purchases of mobile
homes. Wholesale lending, or inventory financ-
ing, is anecessary part of manufactured-home
lending since most dealers are not sufficiently
capitalized to finance their own inventory. It has
become customary for inventory financing to be
provided by the same lenders who fund the retail
loans. While inventory- finance loans are interest
bearing, they also encourage a good businessrela-
tionship with the dealer as a source of retail loans.
In addition to the dealer investigation discussed
above, the following are some of the considera-
tions that should be negotiated in establishing a
dealer relationship.

An average successful dealer operating in a
normal economy will turn over his stock ap-
proximately four times each year (as measured
by the cost of sales divided by inventory). This
fixes the average need for the inventory fi-
nance term at 90 days, which should be
considered maximum by alending institution.

In the event adealer is unable to sell the mer-
chandise within the original inventory finance
term, the loan may be renewed for successive
90-day periods, but the due date of the second
renewal should not be later than nine months
from the date of the original loan. Inventory
refinancing should be limited since adealer's
inability to reduce inventory indicates a seri-
ous marketing problem and will lead to stale
unsalable inventory.

At thefirst renewal of any inventory finance
loan, the dealer should be required to pay all
interest to date and at least a 10% curtailment
of the principal. Thereafter 10% or 20% cur-
tailments and interest should be established in
negotiations. The purpose of the curtailments
isto both limit risk of loss to the thrift and to
push the dealer into moving slow inventory, by
wholesale if necessary, to minimize losses and
strengthen the dealership.

Disbursement of new inventory finance loans
should be based on the original copy of the
manufacturer'sinvoice, which isretained in
the institution's file. To ensure that the
manufacturer is paid for the merchandise, loan
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proceeds should always be made payable-
either directly to the manufacturer or to the
manufacturer and the dealer jointly-by draft
payable on sight of the manufacturer's state-
ment of origin (MSO) if possible.

It should be recognized by thrifts that some
dealers will finance inventory with two or
more lenders simultaneously. Even when in-
ventory financing is limited to one lender, that
lender should not expect to make aretail loan
on every unit sold. Some unitswill be sold for
cash, other purchasers will have arranged their
own financing, and still others will simply not
meet the standards required by the institution.

If an institution makes any inventory financing
loansto adealer, the institution is responsible
for determining that the merchandise so fi-
nanced is not sold out-of-trust, i.e., sold
without repaying the institution's wholesale
loan. The only effective way of doing thisisto
make unannounced physical inventories of that
merchandise at least monthly. Individuals do-
ing the inventory check should be rotated from
time to time, or accompanied by awitness or
auditor to deter collusion with the dealer. The
records of the inventories should be retained in
the dealer file along with the application for
approval, financial statements, etc. If the in-
ventory should reveal that any merchandise
has been sold out-of -trust, steps should be
taken to see that the loan on that merchandise
isrepaid immediately. The institution should
investigate the facts regarding such sale and
determineif fraud was involved. If so, effec-
tive measures should be undertaken to prevent
or limit loss.

Recourse and buy-back (repurchase) provi-
sions are customary proceduresin
manufactured- home lending. They arein-
tended to provide the lender with an
additional margin of safety and to ensure the
guality of loans made to the dedler. A re-
course or repurchase agreement may be given
by a manufacturer to adealer to support an
inventory finance loan.

Indirect Retail Lending: Retail purchase loans are
usually completed and the home delivered to the

customer before the loan is presented to the insti-
tution for purchase.

However, underwriting standards should be estab-
lished by the institution’s board of directors,
relating to the credit and financial ability of the
borrower, as well as|oan-to-price ratio, amount,
and term of the loan, and other pertinent factors.
The approval of adealer is an expression of will-
ingness to accept those loans that meet the
institution's standards, and no obligation to buy
loans should be made or implied.

For every loan made or purchased by the thrift,
the following documents should be retained in the
thrift's loan file:

A security agreement enforceablein the juris-
diction where the collateral islocated,
whereby the thrift can acquire title and repos-
sess the collateral property in the event of a
default;

Original credit application;

Credit report submitted by a credit reporting
agency;

Original copy of manufacturer'sinvoice; and

Copy of theretail sales contract.

An institution must maintain a continuous register
of loans originated through a dealer in order to
have readily available knowledge of its status
with that dealer. The following items are consid-
ered the minimum:

Loan number,

Amount of loan,

Date of loan, or date of purchase,

Borrower's name,

Deder's name,

Recourse provision included in assignment,
Repurchase provision included in assignment,

Interest rate,

216.6 Regulatory Handbook

January 1994

Office of Thrift Supervision



SECTION:

Floor Plan and Indirect Lending

Section 216

Term of loan, and

Date loan repaid.

Deder indirect loans are sometimes bought with
recourse. Recourse means that the dealer is liable
to the lender at any time for the unpaid balance of
adefaulted sales contract or note, less the amount
of unearned interest. In exercising this provision,
the lender passes all of itstitle rights to the dealer
who acquirestitle to the property. Enforcing this
provision would protect the lender against all 1oss
if it were applied to every defaulted contract, pro-
vided the dealer remains capable of buying the
contracts. It isimportant to consider that the in-
discriminate enforcement of the recourse
provision could quickly exhaust adealer's re-
sources and is, therefore, no substitute for prudent
loan underwriting.

A dealer buy-back or repurchase agreement is
somewhat |ess demanding on the dedler. This
agreement typically states that the dealer will ac-
tually repossess the defaulted unit for the lender.
The dealer then has the option of buying or resell-
ing the unit at a price based on the dealer's market
and the condition of the unit. If the priceisless
than the thrift's carrying value of the unit, the
deficit is absorbed as aloss by the thrift.

Regulators should investigate any material losses
that the thrift sustains under a repurchase agree-
ment and ascertain if the institution's interests
were protected to the fullest practical extent.

It is a practice in manufactured-home lending for
the dedler to participate in the retail financing
charge with the lender through the operation of
dealer reserves. Dealers and lenders have looked
upon this as alegitimate source of income to the
dealer. In such an arrangement, the dealer writes a
loan to yield, say 18%, and then discounts the
loan to the thrift to yield, say 14%, with the dis-
count credited to the dealer reserve account.
Normally, the discount is set aside in this reserve
a the time aloan is made or purchased. The typi-
cal reserve agreement states that the purpose of
reserve isto absorb losses, and that amounts not
so used will be paid to the dealer periodically on a
percentage basis.

Asloan amounts increase and loan terms
lengthen, the practices of recourse and participa
tory financing may become less desirable. Dedlers
may be reluctant to participate in such long-term
financing and lenders may be reluctant to accept
this type of long-term liability. Thrifts should
recognize this possibility when developing
lending policies.

Section 545.45 (d)(2) of the regulations estab-
lishes a maximum term for retail loans of 20
years, for both new and used manufactured
homes. Thisis, in effect, unlimited. Thrifts should
establish reasonable retail 1oan terms based upon
the quality of construction and expected durabil-
ity of the home, assuming normal maintenance.

Particular care should be exercised in determining
the loan term for a used manufactured home. The
condition of the home should be given the most
consideration since an older home will depreciate
dowly if it iswell maintained.

A thorough on-site inspection affords the best
means of ascertaining the condition of a used
home. Inspections should be conducted by quali-
fied persons and the overall condition of the home
should be evaluated. Particular attention should
be given to such major items as plumbing, electri-
cal, and fuel systems.

Well-prepared inspection reports are excellent
aids to the lender in the determination of the loan
term, and should be retained in the loan file.

Section 545.45 of the regulations does not pre-
scribe maximum amounts, related to value, that
thrifts may lend on manufactured homes. How-
ever, manufactured home loans are limited to
90% of the buyer's cost of items specified in the
regulation. Implicit in thisregulation isthe re-
quirement that a minimum 10% down payment
must be paid by the borrower. Any portion of the
loan balance (principal and earned interest) that
exceeds wholesale value is unsecured and reliant
entirely on the borrower's ability to repay.

The ability of the borrower to pay principal, inter-
est, taxes, insurance, and site rent or acquisition
costs should be carefully considered. Low-income
borrowers may not be able to afford as high a per-
cent of income for housing as moderate-income
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borrowers due to limited discretionary income
and an inability to save for unexpected expenses
and interruption in employment. Individual bor-
rower's cash flow, living expenses, credit history,
and employment history are very important fac-
torsto consider in addition to collateral in the
underwriting of loans.

Two dealer practices can serve to increase a
manufactured-home lender's risk exposure. These
two practices are the selling of mobile homes at
excessive mark-ups and the giving of buyers re-
bates.

Prior to determining the amount of the loan on a
new manufactured home, the institution should
have a copy of the executed retail sales contract
and the manufacturer's invoice. These documents
should be retained in the loan file. Since a portion
of the dealer's mark-up (profit) will often be in-
cluded in the amount financed, thrifts should
compare the retail selling price of the home with
the manufacturer'sinvoice price. This comparison
will show those instances where a dealer's mark-
up exceeds the local market's acceptable profit
margins. Excessive mark-ups dilute a borrower's
real equity in the home and the financing of such
mark-ups exposes the institution to additional un-
secured risk. Such mark-ups can serve to mask
undisclosed rebates (aform of fraud against lend-
ers), which would further dilute the borrower's
equity and increase the institution's exposure. Fur-
thermore, the lender is then funding the dealer's
profit while absorbing the dealer's risk on the sale.

While reasonable mark-ups are acceptable, thrifts
should avoid including total sales pricein the fi-
nancing formula when homes are being sold in
excess of the local market-accepted profit mar-
gins. A prudent limit on retail sale financing is
dealer'sinvoice cost or wholesale value. This lets
the thrift finance the dealer's cost but not the
dealer's profit. The dealer's profit is funded by the
down payments. A hold-back arrangement may al-
low athrift to hold dealer profit-included in loan
proceeds-in a dealer reserve account, provided
that losses on loans from the dealer will be ab-
sorbed by the reserve account. This alowsthe
dealer to have more profit financed by the thrift in
exchange for the dealer's carrying more risk of
loss.

To reduce excess inventory, increase volume, etc.,
dealerswill at times offer the buyer arebate or
discount. These discounts may be structured so
that they reduce the borrower's down payment and
thereby raise the actual ratio of loan to buyer's
cost. When such discounts are offered, thrifts
should adjust the loan amount of the hometo re-
flect these discounts.

L oan amounts on used manufactured homes
should be based on the wholesale value of the
home as determined in the local market area. Val-
ues may be determined by an appraisal by a
qualified manufactured-home appraiser, value
guides, or other generally accepted systems of
valuation used in the local area

Thrifts should ascertain that appropriate insurance
protection is continuously in force, covering all
units financed. Credit insurance, similar to mort-
gage insurance, is available and should be used
when needed for underwriting considerations. As
aminimum, insurance coverage should include:

A comprehensive manufactured-home policy
or equivalent with loss payabl e to the thrift for
the investment in the loan; or

A lender's single-interest policy in favor of the
institution.

Servicing Corporations: The use of aservicing
corporation can be an important adjunct to manu-
factured- home financing. Employing the
expertise of awell- established servicer relieves
the lender of many of the details of this complex
field and can minimize losses. Thrifts are author-
ized to engage the services of servicing
companies, but should observe the following pre-
cautions:

Before engaging the services of any company,
the thrift should make a careful review of the
background and strength of the firm. Itisim-
portant that the company have an excellent
record of meeting its obligationsin settling de-
faulted contracts, as well as have a sound
financia structure. A thrift should investigate
the performance records of more than one
company and should select the one that seems
best qualified.
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The minutes of the institution’'s board of direc-
tors meeting should reflect consideration and
approval of the servicing company. Financial
statements, proposals, and servicing contracts
should be retained in the institution's records.

An ingtitution should not enter into a contract
that requires the investment of a specified sum
in mobile home loans in a given period of
time.

An institution should retain the option of es-
tablishing its own credit standards as well as
itsright to reject loans.

Aswith all contracts, they should be approved
by the thrift's legal counsel.

Mobile Home Loan Portfolios: Thrifts whose ser-
vice corporations engage in manufactured-home
lending should monitor such operations closely.
Such service corporations should apply sound un-
derwriting standards when originating loans and
should be fully staffed in order to properly service
such loans. Since service corporations may sell
whole loans to the parent, while retaining none of
therisk, thrifts should assure themselves that the
service corporation does not become amere "pro-
duction center" with little or no regard for proper
underwriting and servicing.

Subject to certain conditions, § 545.45 of the
regulations permits federal thriftsto sell and pur-
chase participation interests in manufactured-
home chattel paper on a nationwide basis.

Thrifts purchasing participations in manufactured
home loan portfolios under this nationwide au-
thority should assure themselves through detailed
loan reviews and audit confirmations that they are
purchasing quality loans that fully conform to ap-
plicable regulations and prudent underwriting
standards. The purchaser should also assure itself
that the entity servicing its loans has an ade-
guately staffed office capable of rendering the
expected servicing under strict control proce-
dures. Purchase contracts are often negotiated
with abuy-back provision for rejected loans dur-
ing abrief period to allow the purchaser to
confirm the credit quality of the purchased loans.

Problems with purchased portfolios have in-
cluded: previously past-due loans rewritten with
capitalized interest; loans financing assumptions
of loans on repossessed collateral identified as
new; loans without timely credit checks on bor-
rowers; loans for which borrowers were not
qualified as having ability to pay. Due diligence
loan reviews should identify these details and
prevent losses from purchases of poorly under-
written portfolios.

REFERENCES
United States Code (12 USC)

§ 1464(c)(1)(J) Home Improvement and Manu-
factured-Home L oans
8§ 1464(c)(2)(D) Consumer Loans

Code of Federal Regulations (12 CFR)

Chapter I: Office of the Comptroller of the
Currency

§ 32.6(h) Discount of Consumer Paper

Chapter V: Office of Thrift Supervision
Subchapter C: Regulations for Federal Savings
Associations

§545.45
§ 545.50(C)

Manufactured-Home Financing
Loans to Dealersin Consumer
Goods

Subchapter D: Regulations Applicable to All
Savings Associations

§ 563.170(c)(2) Records

§590 Preemption of State Usury Laws
§591 Preemption of State Due-on-Sale
Laws
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